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STATE SOCIETY ACTIVITIES | 


Calendar of Events 


There are no meetings scheduled 
for the month of August. 


WARTIME PROBLEMS 
RELEASES 


Release No. 13 

Release No. 13 was sent to all 
members on July Ist by the Wartime 
Problems Committee. The Ameri- 
can Institute’s Committee on Audit- 
ing Procedure and the Society’s 
Committee on Practice Procedure 
have had several meetings and have 
consulted with officials of the Securi- 
ties and Exchange Commission, and 
as a result a joint report was pub- 
lished in the form of Statement on 
Auditing Procedure No. 10 of the 
American Institute of Accountants, 
entitled “Auditing under Wartime 
Conditions.” This report was sent 
to the members, together with Re- 
lease No. 13, and additional copies 
may be obtained from the Society 
for 10 cents a copy. 


Release No. 14 


Release No. 14 dated July 10th was 
the full text of an official release 
sent out by National Headquarters 
of the Selective Service System to 
state directors, board of appeal mem- 
bers, local board members, and gov- 
ernment appeal agencies, concern- 
ing Scientific and Specialized Per- 
sonnel. 

Release No. 15 


Release No. 15 sent out under date 
of July 10th urged members who 
are not already doing so to serve 
civilian agencies and organizations 
on at least a part-time basis by vol- 
unteering their services to local ra- 
tioning boards. Many members 
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have not yet identified themselves 
with and joined up in the vast field 
of civilian war effort. Volunteers 
may make themselves available for 
work of a similar nature by register- 
ing with the local Civilian Defense 
Headquarters, specifying the nature 
of the services which they are willing 
to render. 


Release No. 16 


Release No. 16, dated July 20th, 
contained a request from the Com- 
mittee on Federal Taxation that the 
attention of the members be called 
to the need for action in connection 
with extension of time for filing 
corporation tax returns, which pro- 
vision should be included in the 
revenue act now pending. Members 
are urged to write and have their 
clients write to their Congressmen, 
indicating their reasons for the adop- 
tion of the proposal. The Federal 
Taxation Committee of the Ameri- 
can Institute has recommended to 
the House Ways and Means Com- 
mittee that corporate taxpayers 
should have an absolute right to an 
extension up to three months for the 
filing of federal tax returns with the 
understanding that the time for pay- 
ment of the first installment would 
not be extended. 


Clinic in Speaking 

The Clinic in Speaking, conducted 
for Society members last June by 
John Mantle Clapp, will be resumed 
in September. As before, it will 
center on a problem which the ac- 
countant has always with him, that 
of getting technical points across to 
laymen, at meetings and hearings 
as well as in private conferences 
with clients. The problem has be- 
come increasingly important today, 
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as demands upon the profession are 
widened. The Clinic makes avail- 
able in convenient form the meth- 
ods developed in the Speakers’ 
Clinic for Business Executives, in 
which leading members of account- 
ing firms have had a part. 


Presenting factual material so 
that laymen really grasp its signifi- 
cance is much more difficult than is 
commonly realized. It involves the 
essentials of Public Speaking. It in- 
volves also using the familiar pat- 
terns of ordinary conversation so 
that they carry a serious message 
with precision and brevity, and at 
the same time with sufficient back- 
ground for ready grasp by the lay- 
man. That, in turn, requires con- 
stant allowance for the listener’s 
limitations, and application of the 
skills of careful writing to the con- 
ditions of informal talk. How to 
remember to do this, in serious dis- 
cussion, prepared or extempore, is 
the heart of the difficulty. 


The Clinic set-up is devised to 
meet just this difficulty. Each mem- 
ber gets an immediate, face-to-face 
report from others of the impres- 
sion made by his way of presenting 
material, where he succeeds or fails 
and why. Then he receives, in pri- 
vate, constructive help on specific 
points of organization, language, 
voice, manner etc. where the reac- 
tions of the jury have shown need 
of help. A few such intensive ses- 
sions enable him to develop controls 
by which he can guide himself in 
the future. Those who attended last 
June found this to be the result. 


Topics to be covered at the sessions 
and individually include: Grouping 
and sequence of ideas, to catch and 
hold attention; Using illustrative 
material to give background, with- 
out waste of time; Technical and 
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non-technical words, and sentence- 
forms that are definite but simple; 
Supplying “oral punctuation” through 
expressive use of voice and manner; 
Exercises for improving voice, enun- 
ciation, language, etc.; Reading aloud 
a paper or a citation. 


There will be six sessions, on 
Monday evenings beginning Sep- 
tember 14. A fee of $15 will be 
charged. Members who are inter- 
ested should write to the Society’s 
office for additional information. 


Comments on Conference 


We have received many fine com- 
ments on the Ninth Annual Regional 
Conference which took place on June 
26-28, 1942, at Hotel Saranac, Sara- 
nac Lake, New York. The following 
are some of the comments members 
have written to us. 


Arthur E. Surdam of Buffalo: “I 
have heard a number of flattering 
reports on the conference of this 
year. It should do much to inspire 
a better attendance for subsequent 
years, and I really think it would 
be most unfortunate if these confer- 
ences were not continued.” 


Leonard Houghton of Saranac 
Lake: “I realize how much work 
some of you fellows in New York 
City do for the Society and for the 
profession and for the benefit of us 
Upstate who do very little except 
pay Society dues at a reduced rate.” 


Herman A. Miller of Rochester: 
“* * * in times like these when 
everyone, especially those in the ac- 
counting profession, is sparring for 
time to get the regular work done, 
we appreciate what it means to get 
top-notch speakers. * * * We espe- 
cially thank you for the fine showing 
that New York City made—at a 
time like this. * * * this is the first 
instance that I can recall that at 
least someone hasn’t made a con- 
structive suggestion or two as a 
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means of bettering the meeting for 
the coming year. On the contrary, 
everyone spoke voluntarily about 
this being a real conference and 
ended their remarks with the ex- 
pression of a determination of find- 
ing out at first hand if we can have 
two such conferences in succession. 
I feel personally, (and I have not 
discussed this point with others) 
that the Committee on Cooperation 
with Chapters could have found 
nothing which would have produced 
anything like the same benefits.” 


Grievance Committee 


The Board of Regents of the State 
of New York has made the following 
appointments to the Grievance Com- 
mittee. Mr. Carl Thomy of Rochester 
was appointed to fill the unexpired 
term of Mr. Luther K. Watkins, 
of Buffalo, who resigned from ‘the 
Board because of ill health. Mr. 
Sidney Kahn of New York was ap- 
pointed to fill the unexpired term of 
Mr. James E. Nugent, who is de- 
ceased. Mr. Thomy’s term of office 
expires on May 1, 1944, and Mr. 
Kahn’s on May 1, 1945. 


Prize Essay Contest 


The Committee on Publications is 
pleased to announce that the Prize 
Essay Contest announced in the 
April issue of the New York CeErrtI- 
FIED PusLtic ACCOUNTANT, has been 
won by T. Reginald Cloake now a 
Lieutenant (jg) in the United States 
Navy for his paper on “Internal 
Check and Control as Distinguished 
from Internal Auditing.” The sec- 
ond prize was won by Vincent Mal- 
lett who wrote on the same subject. 
Lt. Cloake’s paper will be published 
in a subsequent issue of this pub- 
lication. 
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O.P.A. Forms 
Office of Price Administration 
Washington, D.C. 


July 22, 1942. 


Dear Mr. Greenberg: 

I have your letter of July 17, 1942, 
inquiring as to whether the O.P.A. 
program was limited to companies 
having a capital of $250,000 or to 
companies having assets of $250,000. 

In making the initial request for 
filing reports on Forms A and B, 
it was generally intended to include 
only companies having $250,000 in 
assets. Where through inadver- 
tence companies having assets of 
less than this amount received re- 
quests to file, it is our general policy 
to give careful consideration, upon 
advice from the company, to with- 
drawing our request. Under some 
circumstances, however, we have 
felt that even smaller companies are 
necessary to a reasonable coverage 
of a particular industry. Moreover, 
subsequent to the initial request, we 
have added to the list the companies 
as to which reports were urgently 
needed because of the existence of 
certain special conditions. In some 
of these cases, the companies in- 
volved have assets of less than 
$250,000. 

If, therefore, a company having 
assets of less than the amount indi- 
cated has received a request to file, 
it is suggested that the company 
address a letter to the Office of Price 
Administration setting forth the 
nature of its business, its total assets, 
a brief statement as to their compo- 
sition, and its total sales for last 
year. On the basis of such repre- 
sentations, the desirability of having 
such company file reports will be 
reconsidered. 


Sincerely yours, 
William W. Werntz, 
Consultant, 
Accounting Division. 
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Recent Developments in New York 


State Taxation 
By BENJAMIN Harrow, C.P.A. 


HILE the attention of an in- 

creasingly tax conscious public 
has been directed in recent months prin- 
cipally to actual and prospective changes 
in the federal tax law, the New York 
State Legislature in comparatively 
unobtrusive fashion this year passed 
its quota of amendments to our state 
tax laws. A number of these amend- 
ments such as the modification of 
the 15% limitation on contributions, 
the allowance of hospitalization as 
a deduction, and the allowance of 
tuition of a dependent as a credit 
against income, were vetoed by the 
Governor, and need not occupy our 
attention except possibly as an in- 
dication of a trend in legislative 
thought. 

The more important amendments 
which became law, are concerned 
principally with the personal income 
tax provisions of the tax law. Sec- 
tion 35l-g was added, providing for 
a 25% credit against the normal tax 
and net capital gains tax, but not 
against the unincorporated business 
tax. This credit applies only to the 
calendar years 1941 and 1942, and to 
fiscal years ending in 1942 and 1943. 

Section 365(4) was amended to 
permit so-called “discretionary” resi- 
dent estates and trusts to apply as a 
credit against taxable income, distri- 
butions of income paid or credited to 
beneficiaries during taxable years 
commencing on or after January 1, 
1942. Previously, all such income 
received by a fiduciary whether or 
not paid or credited to beneficiaries, 
was taxable to the fiduciary. This 
change brings the state law in con- 
formity with the federal treatment of 
“discretionary” estates and trusts, 


by taxing the beneficiary on such 
distributable income. 

In keeping with the times, certain 
amendments were adopted which af- 
fect members of our armed forces. 
Section 350(7a) was added which 
provides that “the term ‘resident’ 
shall not include a person in the 
armed forces of the United States 
who is not domiciled in the state, 
notwithstanding the fact that he 
maintains a permanent place of 
abode within the state and spends in 
the aggregate more than seven 
months of the taxable year within 
the state.” Section 359(7) was also 
added. This excludes from “gross in- 
come” compensation paid by the 
United States to persons not domi- 
ciled in New York, for service in the 
armed forces performed within the 
state. These amendments are effec- 
tive for calendar years commencing 
on or after January 1, 1941, and are 
to remain in effect until July 1, 1943, 
or until the cessation of the war if 
prior thereto. An automatic exten- 
sion free of interest and penalties 
until 180 days after the end of the 
war, was granted by amendment to 
section 371, to persons in the mili- 
tary service of the United States 
outside the country. Section 371 
was also amended to make the grant- 
ing of extensions by the tax commis- 
sion, mandatory instead of permis- 
sive where good cause exists. 

The amendments -to the franchise 
tax sections of the law are to a large 
degree concerned with correcting 
certain technical defects in the law, 
rather than with effecting any funda- 
mental charges. A few of these 
amendments, however, merit enu- 
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Recent Developments in New York State Taxation 


meration and comment. Section 
214(12) was added providing for the 
exclusion from taxation under Ar- 
ticle 9A of income which was part of 
the taxable surplus of a real estate 
corporation whose status changed to 
that of a business corporation. Pre- 
viously, where a real estate corpora- 
tion’s tax status changed to that of 
a business corporation, the net worth 
including current earnings up to the 
date of change in excess of the “paid- 
in capital stock” became subject toa 
2% tax, and the same current earn- 
ings then became part of the base in 
computing the tax under the busi- 
ness corporation status. The change 
is designed to eliminate from the 
base of the tax on a business corpora- 
tion, income which was previously 
taxed when it changed its status 
from that of a real estate corporation. 


In this connection, it is to be noted 
that the confusion as to the meaning 
of the expression “paid-in capital 
stock” as used in section 182(2), has 
been eliminated by an amendment to 
that section substituting the words 
“paid-in capital” for “paid-in capital 
stock.” This change makes inopera- 
tive the questionable position taken 
by the commissioner that paid-in sur- 
plus and capital surplus were taxable 
upon the dissolution or change in 
status of a real estate corporation. 


Other changes affecting franchise 
taxes which I feel merit enumeration 
at this time are the following: 


(a) Through amendment to sec- 
tion 214(11), effective for years com- 
mencing on or after November 1, 
1942, the privilege for segregation of 
assets merely because of ownership 
of out-of-state realty is eliminated. 
Prior to the change, where a corpora- 
tion held real property outside of the 
state, it was deemed to be doing busi- 
ness outside of the state. Thus, the 
holding of non-business, out-of-state 
real property by a corporation, oper- 
ated to effect a reduction in its fran- 
chise tax through the means of segre- 
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gation. This advantage has now 
been removed. 


(b) Through amendment to sec- 
tion 203(3), effective for years com- 
mencing on or after November 1, 
1943, the limitation on the deduction 
of interest paid to stockholders or 
members of their immediate families 
is modified to apply only to cases 
where a stockholder or his immediate 
family own in the aggregate over 
5% of the issued capital stock. Pur- 
suant to this amendment, the total 
of interest paid to stockholders or 
their immediate families owning 
over 5% of the issued capital stock 
will be allowed as a deduction up to 
$1,000. and if over $1,000., not in ex- 
cess of 10% of the total of such in- 
terest paid. Interest paid to stock- 
holders or their immediate families, 
not owning over 5% of the issued 
capital stock, will be allowed as a 
full deduction. 

This change was probably made to 
do away with the obvious impracti- 
cability of a large corporation other 
than a close corporation, determin- 
ing which of its stockholders or their 
immediate families also own bearer 
bonds. By inserting the 5% provi- 
sion in the law, the task of determin- 
ing the amount of interest subject to 
the limitation on deduction, is thus 
greatly eased. 


(c) Through amendment to sec- 
tion 197, the franchise tax on real 
estate corporations becomes a lien 
upon rents in the hands of an as- 
signee thereof. This change elimi- 
nates the question as to whether the 
general provision that the tax is a 
lien against the real and personal 
property of a corporation, would 
apply also to assigned rents in the 
hands of an assignee. The lien is of 
course subject to any prior mort- 
gages and to local taxes whenever 
the latter become due. 


With respect to recent significant 
changes in the interpretation of state 
tax laws by the courts, a number of 
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highlights should be mentioned at 
this time. The United States Su- 
preme Court in the past few months 
has effected a considerable extension 
of the taxing power of the state. In 
the case of Mark Graves et al. New 
York State Tax Commission v. Carl 
J. Schmidlapp et al., executors of 
estate of Fugene V. R. Thayer, de- 
ceased, decided on March 30, 1942, 
the Supreme Court held to be taxable 
for estate tax purposes, a transfer of 
property through the exercise by a 
resident decedent of a power of ap- 
pointment created by the will of a non- 
resident and covering stocks and bonds 
without the state. The Court stated 
that the power of the decedent to 
dispose of intangibles at death was 
property in his hands in New York, 
where he was domiciled and that 
“taxation of such enjoyment of the 
power to dispose of property is as 
much within the constitutional power 
of the state of his domicile as is the 
taxation of the transfer at death of 
intangibles which he owns.” 

This decision specifically reversed 
Wachovia Trust Co. v. Doughton 
(1926), 272 U. S. 567, which, in a 
similar situation, denied the consti- 
tutional power of a state to tax the 
effective exercise of a testamentary 
power. 

The taxing power of the state has 
been further extended by the recent 
Supreme Court decision in Utah v. 
Aldrich. In that case the court held 
that the state of incorporation may 
levy an estate tax on stock held by 
a non-resident decedent. It is hardly 
necessary to state that as a result of 
these decisions estate tax planning 
has again become infinitely more 
complex. The salutary effect of a 


whole line of progressive decisions 
during the past decade has once more 
been shaken. Blackstone v. Miller, 
once definitely overruled, is now 
probably again the law, and double 
taxation is with us again in all its 
inequity. 


An interesting recent Supreme 
Court decision concerning the prob- 
lem of allocation, is the case of 
Butler Bros. v. McColgan. The tax- 
payer is an Illinois corporation, 
qualified to do business in California. 
Based on the California allocation 
formula whose factors are value of 
property, wages, and sales, the tax- 
payer showed a profit of over $93,500. 
allocated to California. However, by 
taking the actual California sales, de- 
ducting cost of merchandise sold, and 
expenses incurred, including a con- 
cededly fair proportion of central 
office expenses, the taxpayer showed 
a California loss of about $83,000. 
The taxpayer contended that by the 
use of the allocation formula, it was 
being taxed on_ extraterritorial 
values. This contention was not 
sustained by the Court, which up- 
held the fairness of the allocation 
formula and which held that there 
Was no justification in singling out 
the California branch, and concluding 
that the said branch made no con- 
tribution to the savings which re- 
sulted from centralized purchasing. 


The above recent legislative 
changes and decisions are of course 
not all inclusive. I have, however, 
attempted in the brief time allotted 
to touch the high spots and, inci- 
dentally, to demonstrate that our 
state taxes deserve a certain portion 
of the current tax limelight. 


REMEMBER PEARL HARBOR! 
Buy United States War Bonds and Stamps. 
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Effects of War on Financial Statements 
By GeorceE N. FArraAnp, C.P.A. 


AR has brought about signifi- 

cant changes in financial state- 
ments as it has upon nearly all peace- 
time activities. So great have been 
the changes in amounts and items in 
financial statements of companies 
substantially engaged in war pro- 
duction that a comparison of current 
statements of such a company with 
those of a few years ago make it dif- 
ficult for one to believe that they rep- 
resent the same organization. These 
transformations are very significant 
indeed, but they are, nevertheless, 
primarily changes in emphasis and 
amounts rather than of basic ac- 
counting principles, which should be 
generally the same during war as in 
peacetime.’ 


While financial statements are 
normally tentative in nature, the 
complexities and unknown factors 
arising out of war have increased 
this tentativeness to a point where 
the finality of such statements may 
never be completely established. De- 
termination of the amounts of many 
significant items comprising finan- 
cial statements in wartime is neces- 
sarily dependent upon estimates of 
the length of the war and the course 
of future events. At the same time, 
the one certainty in time of war is 
that no human being is capable of 
possessing a correct knowledge of 
these two factors in advance. Ade- 
quate disclosure of signficant finan- 
cial information is, therefore, of 
paramount importance at the present 
time. 

Despite the far-reaching influence 
of the war on financial statements, 
there is a surprising dearth of litera- 
ture on the subject. This influence, 
nevertheless, is probably of more di- 


rect significance to public account- 
ants than any of the other account- 
ing problems arising out of the war, 
such as the determination of costs 
of government contracts and prob- 
lems of priorities, allocations, price 
control, etc. While the independent 
public accountant must familiarize 
himself with these problems, and 
is often called upon to advise his 
client in respect thereof, they are 
primarily operating problems for 
management which must usually be 
settled before the public accountant 
makes his periodic appearance. It is 
fitting, therefore, that the subject of 
“Wartime Problems in Connection 
with Financial Statements” should 
be selected as a topic for discussion 
at this time. 

Wartime situations which are 
likely to be reflected in financial 
statements are derived in large part 
from the following sources: 


(a) Great expansion of production 
and facilities for war pur- 
poses 

Government contracts 


(b) 

(c) Emergency governmental con- 
trols, such as price control, 
profit limitation, priorities, 
allocations, etc. 


Sudden increase in general 
price level 


Wartime casualties and con- 
tingencies, such as losses from 
enemy action, renegotiation of 
war contracts, and postwar 
adjustments to peacetime 
economy 

(f) Emergency taxes at greatly 
increased rates and on highly 
complex bases 


(d) 
(e) 


Presented before the Ninth Annual Regional Conference, Saranac Lake, N. Y. on 
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* See Accounting Research Bulletin No. 13, page 112. 
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(g) Indirect factors, such as tax- 
anticipation notes, etc. 


The situations which probably 
have the most profound influence 
upon present-day financial state- 
ments are those derived from gov- 
ernment war contracts. Their proper 
presentation in financial statements 
is influenced to a great extent by the 
iegal considerations in each case, 
such as: restrictions upon the use of 
cash advances; legal ownership of 
inventories and facilities; statutory 
provisions as to renegotiation of 
contracts; and legal requirements 
determining the adequacy of claims 
against the government and the cor- 
responding flow of revenue to the 
contractor. Contracts themselves 
are legal documents. 

The many ways in which the war 
has affected financial statements may 
be emphasized by citing some typical 
items now being reported in pub- 
lished financial statements. These 
items and others of a similar nature 
raise many interesting questions 
which the accountant must answer 
in the light of the circumstances of 
each case. 


Cash 


Millions of dollars are being ad- 
vanced to contractors by various 
agencies of the government and by 
contractors to subcontractors, to 
finance the construction of facilities 
and production of supplies needed in 
the war effort. These advances are 
often made with the express stipula- 
tion that the funds are to be used 
exclusively for the purposes desig- 
nated. Some form of disclosure 
should certainly be made in such 
cases, but the question logically 
arises whether cash in the amount of 
such advances should be: segregated 
within the current assets; shown as 
a separate asset; or indicated by a 


footnote to the balance sheet. Many 
companies have in practice adopted 
the first-mentioned procedure. 


Accounts Receivable 


One of the more significant 
changes in the accounts receivable 
of war contractors is the replacement 
of receivables of moderate amounts 
from many customers by very large 
receivables from a single customer— 
the government (represented by its 
many agencies). While all claims 
against the government must fol- 
low rigid legal procedures, once 
established, a proper claim is quite 
certain of being collected, thus re- 
ducing the necessity for the bad debt 
reserve. 

Receivables now often include 
amounts for expenditures incurred 
which are expected to be paid for 
by the government either immedi- 
ately, as in the case of construction 
for Defense Plant Corporation, or 
over a period of years, as in the case 
of emergency plant facilities con- 
tracts. Normally, only the amounts 
of long-term receivables expected to 
be collected within one year would 
be included in current assets. 
Amounts expended under emergency 
plant facilities contracts are fre- 
quently shown as a separate asset or 
under fixed assets, as will be dis- 
cussed subsequently. Expenditures 
incurred on cost-plus-fixed-fee con- 
tracts are sometimes classified as re- 
ceivables, although they are often 
shown under inventories as ‘“con- 
tracts in process.” It is particularly 
important that only such expendi- 
tures be included as an asset as may 
reasonably be expected to be allowed 
by the government. Many items of 
cost recognized as proper expenses 
for corporate purposes are not al- 
lowed by governmental bodies in de- 
termining costs of government con- 
tracts.* 


* See, for instance, the pamphlet entitled “Explanation of Principles for Determination 
of Costs Under Government Contracts,’ United States Government Printing Office, April, 
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Adequate disclosure should, of 
course, be made where receivables, 
such as those arising under emer- 
gency plant facilities contracts, have 
been assigned to others, as is pro- 
vided under the Assignment of 


Claims Act, 1940. 


Inventories 


Many problems are now arising in 
connection with this account, espe- 
cially since it includes contract work 
in process. It is particularly im- 
portant that ownership of inven- 
tories be properly determined, since 
reimbursements from the govern- 
ment for materials purchased on 
cost-plus contracts automatically 
vest ownership in the government, 
and on other contracts government 
agencies often furnish the contrac- 
tor with all or part of the material 
and equipment needed. Some com- 
panies show the total amount of in- 
ventories on hand and deduct the 
government-owned amount there- 
from. Advances from the govern- 
ment are also frequently deducted 
from inventories in those cases 
where the advances are not shown 
as liabilities. Where the government 
has a lien on inventories or other 
assets as security for advances, dis- 
closure should be made, preferably 
as a parenthetical statement in con- 
nection with the asset as well as the 
liability. 

The ever-present problem of de- 
termining the amount at which in- 
ventories should be carried is 
greatly aggravated by various war 
conditions. Limitation orders issued 
by the War Production Board may 
prevent the use of certain materials 
in the fabrication of non-essential 
products, and thus freeze all or a 
part of the inventory for the duration 
of the war. The setting up of price 
ceilings by OPA may require in- 
ventories to be reduced below cost 
where cost exceeds the price ceiling. 
Furthermore, the possible decline in 
inventory prices after the war has 
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stimulated the setting aside of spe- 
cial inventory reserves and_ the 
adoption of the last-in, first-out 
method of inventory price determi- 
nation, even in the case of retail 
stores. The existence of war con- 
tracts may influence the significance 
of outstanding purchase commit- 
ments by helping to measure the 
amount of possible loss thereon, if 
any. 

The cost items included in inven- 
tories of war contractors are, in 
many cases, different from what 
would appear to be proper in normal 
times. Such items as overhead and 
general and administrative expenses 
are now included in inventories by 
some contractors. Contrary to the 
usual concepts of inventory account- 
ing, some companies having war 
contracts are including unrealized 
profits in inventory amounts repre- 
senting uncompleted contracts. This 
procedure, however, is generally rec- 
ognized in contractors accounting. 
One shipbuilding company states its 
ship construction contracts in prog- 
ress on the balance sheet at accumu- 
lated cost, plus estimated profit 
thereon, less requisitions paid and 
approved for payment. Other com- 
panies, having cost-plus-fixed-fee 
contracts, carry inventories of work 
in process at cost incurred, plus esti- 
mated portion of fee thereon, less re- 
imbursements received. 

While not directly related to finan- 
cial statement presentation, the re- 
porting requirements of the Produc- 
tion Requirements Plan, Office of 
Price Administration, and other gov- 
ernmental agencies may tend to im- 
prove the adequacy of inv entory 
amounts, especially in respect of 
smaller companies, through the 
up-to-date record-keeping essential 
to compliance therewith. On the 
other hand, the need for uninter- 
rupted production for war purposes, 
in some cases, has led to the elimina- 
tion of the usual taking of physical 
inventories, with consequent limita- 
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tions as to the adequacy of the 
amounts at which inventories are 
carried. The Securities and Ex- 
change Commission has sanctioned 
this wartime measure in its Account- 
ing Series Release No. 30, issued 
January 22, 1942. 

One company has combined the 
“cash, inventories, advances, etc., 
identified with a foreign government 
contract,” in a single caption under 
current assets. It might be question- 
able whether this procedure is in ac- 
cordance with generally accepted 
rules for balance sheet classification. 


Fixed Assets 

Where a company is not com- 
pletely engaged in war production, 
it may be desirable to segregate, on 
the balance sheet, its investment in 
war facilities from fixed assets de- 
voted to civilian requirements. 
While amounts expended on facili- 
ties, which will be repaid by the 
government under emergency plant 
facilities or similar contracts, are es- 
sentially receivables from the gov- 
ernment, it may be desirable to in- 
dicate the gross and amortized 
amounts of such facilities in relation 
to the fixed assets caption on the 
balance sheet. Some companies ac- 
tually classify the amount due from 
the government under fixed assets, 
while others merely state the amount 
there parenthetically or by footnote, 
showing the caption itself as a re- 
ceivable. 

Although there is no place in cap- 
tions of financial statements for 
facilities owned by the government 
and leased to a contractor, or other- 
wise made available to him under 
production contracts, disclosure of 
such situations should be made in 
conjunction with financial state- 
ments. It would be desirable also to 
indicate the cost or value of such 
facilities, if available. 

Liabilities 

As previously indicated, advances 

to contractors are customarily shown 
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either as current liabilities or as de- 
ductions from assets to which they 
relate. Where such items are shown 
as a liability, the caption is often 
identified with the related assets or 
merely described as “contra.” Where 
an advance or other liability is se- 
cured by a lien on certain assets, 
that fact should be indicated on the 
balance sheet or in a footnote thereto. 

The liability for income taxes dur- 
ing wartime is significant primarily 
because of its amount. In the case of 
some contractors the amount is so 
large as to upset completely any past 
criteria as to current ratios. The 
large amounts of advances on con- 
tracts have similarly affected such 
ratios. 

A closely related matter is the pre- 
sentation in balance sheets of United 
States Treasury tax-anticipation 
notes. In the Institute’s Accounting 
Research Bulletin No. 14 two al- 
ternatives were recognized as accept- 
able procedure—showing the notes 
as an asset or as a deduction from 
the tax liability. An examination of 
several hundred annual reports pub- 
lished since the issuance of this bul- 
letin indicates that both methods 
have been used extensively, although 
nearly two-thirds of the companies 
having such notes showed them as 
assets. A decision as to the pre- 
sentation of tax notes may ma- 
terially affect the current ratio, thus 
further qualifying during wartime 
the significance of this well-known 
guide of credit grantors. 


Contingent Liabilities 


The uncertainties of wartime con- 
ditions increase materially the ordi- 
nary significance of contingent lia- 
bilities. The many governmental 
controls over business keep its man- 
agement ever alert to avoid innocent 
violation of regulations. Where re- 
gulations are known by the inde- 
pendent accountant to have been 
violated by his client, the question 
arises whether the accountant should 
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Effects of War on Financial Statements 


report such findings to the authorities 
or make disclosure thereof in his 
audit report. 


One of the most important con- 
tingent liabilities facing war con- 
tractors today arises out of the pos- 
sibility of renegotiation of their con- 
tracts with the government, as pro- 
vided ‘n section 403 of the Sixth Sup- 
plemental National Defense Appro- 
priation Act, 1942.° The retroactive 
adjustment of contracts may have 
such a profound influence on finan- 
cial statements of war contractors 
that it would appear to be manda- 
tory to bring attention to this situa- 
tion by adequate disclosure in the 
statements or footnotes thereto. The 
form of disclosure might vary with 
the circumstances in each case, but 
a general statement that the com- 
pany has operated under contracts 
subject to the law would probably 
be sufficient. The vagueness of the 
statute as to any bases of measure- 
ment and danger of prejudicing the 
position of the contractor, virtually 
preclude the stating of the amount 
of possible readjustments prior to 
their final settlement, which, accord- 
ing to the law, may not be certain 
until at least three years after termi- 
nation of the war. 


Income 


While accounting thought in re- 
cent vears has been stressing the in- 
creasing significance of the income 
statement, accountants and business- 
men have, nevertheless, become 
more conscious of the fact that even 
in normal times the amount of net 
income for a given year is never ab- 
solute. The frequent adjustments 
in income taxes alone are a signifi- 
cant factor in this situation. In time 
of war the tentative character of 
financial statements becomes so ag- 
gravated (as well as aggravating) 
that many outstanding accountants 
have come to question the use of 


the term “net income” at all. De- 
spite these handicaps it is still neces- 
sary and desirable to prepare finan- 
cial statements during wartime. 

One of the more striking account- 
ing transformations which war forces 
upon the industrial contractor who 
in peacetime sells on a quantity basis, 
is the transfer from a general ac- 
counting basis to a system of ac- 
counting for contractors. He may 
now report income on the basis of 
shipments, partial completion of con- 
tract, completed contract, or ex- 
penditures incurred (in the case of 
cost-plus-fixed-fee contracts). On 
long-term projects like shipbuilding, 
it may be necessary to estimate the 
profit on uncompleted contracts for 
purposes of periodic financial state- 
ments. 

For companies who have not con- 
verted their operations to full war 
production, it may be desirable to 
segregate, in the income statement, 
the civilian operations from results 
of war production. This is especially 
true in the case of special work of a 
non-recurring nature, such as the 
construction of war facilities by 
manufacturing concerns for a fee. 
Two large aircraft companies have 
recently reported extraordinary in- 
come “derived from surcharges in 
respect of emergency plant facilities” 
included in the contract price of 
products produced therefrom. 

The question often arises whether 
income from cost-plus-fixed-fee con- 
tracts should be reported at the 
amount of the fee only or whether 
costs and total contract prices should 
both be shown. Where the govern- 
ment furnishes materials, labor, or 
facilities for the performance of such 
contracts, the cost figures may be 
misleading, and in such cases the re- 
sults may best be shown by report- 
ing the fee only. 

The first item in the income state- 
ment of one shipbuilding company 


° Public Law 528, 77th Congress, approved April 28, 1942. 
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is labeled “cost of work performed 
plus estimated profit earned.” From 
this amount is deducted the cost of 
work performed during the period, 
being detailed according to material, 
labor and overhead. Under present 
censorship regulations, however, it 
is forbidden in some cases to indi- 
cate the volume of business, so that 
the income statement in such cases 
might start with a figure represent- 
ing the profit from operations. 


Amortization 


It is generally desirable that 
amortization of emergency war facili- 
ties be shown separately from de- 
preciation on previously existing 
facilities, and that the basis of 
amortization be stated. Amortiza- 
tion for statement purposes, how- 
ever, has frequently been confused 
with amortization for income tax 
purposes—two entirely different 
considerations. While amortization 
for the two purposes may coincide, 
neither makes the other axiomatic. 
The granting of a certificate of neces- 
sity should probably set a maximum 
amortization period of five years, for 
book purposes, on facilities subject 
to such benefit. Several war con- 
tractors, however, are providing for 
amortization in their income state- 
ment on the basis of a shorter period, 
such as three and even two years. 
It is informative, but not necessarily 
mandatory, to indicate by a footnote 
that a certain amount of facilities is 
subject to amortization on a sixty- 
month basis for income-tax pur- 
poses. 

The income statement will not, of 
course, contain a deduction for 
amortization of emergency plant 
facilities being paid for by the gov- 
ernment over a sixty-month period. 
It may be desirable, nevertheless, to 
indicate as a footnote or in connec- 
tion with the balance sheet caption, 
the amount of annual reimburse- 
ments for such facilities and the ac- 
cumulated repayments to date. 


592 


Income Taxes 


Income taxes represent one of the 
indirect results of war which has a 
significant influence upon financial 
statements. The tremendous size of 
income and excess profits taxes in 
relation to the income on which they 
are based makes it essential that 
these taxes be shown clearly and 
properly in the income statement. It 
is generally agreed that, for indus- 
trial companies, the provision is pref- 
erably shown as the last item in the 
statement, except possibly for ex- 
traordinary deductions. Whether ex- 
cess profits, state, and foreign taxes 
should be shown separately is a ques- 
tion which will vary with the circum- 
stances of each case. Another con- 
sideration is whether income and ex- 
cess profits taxes, or reductions 
therein, should be applied against 
extraordinary income or losses, espe- 
cially those arising out of the war. 


Interim financial statements is- 
sued to date during 1942 have neces- 
sarily been prepared without knowl- 
edge as to the final provisions of the 
tax law now in process of prepara- 


. tion. In such cases, it may be de- 


sirable to make provision for taxes 
under existing law and supplement 
this provision by an estimate of the 
additional taxes which may be ex- 
pected to result from the 1942 law, 
with adequate explanation thereof. 
A further problem in this connection 
is the determination of the amount 
of taxable income upon which the 
interim provision should be based. 
Should it be the amount of taxable 
income for the interim period or a 
portion of the estimated total taxable 
income for the year? 


Special War Reserves 


After provision has been made for 
all foreseeable costs and losses ap- 
plicable to the current period, which 
can be measured and allocated to the 
period with reasonable approxima- 
tion, it may be desirable to make 
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Effects of War on Financial Statements 


further provision for possible costs 
and losses arising out of the war 
which are not presently determin- 
able with reasonable accuracy, by 
setting up special reserves. The In- 
stitute’s recent bulletin* deals par- 
ticularly with reserves of this kind. 
Their significance may be indicated 
by the fact that nearly one out of 
every four reports, in a group of over 
400 published corporate reports for 
1941, mentioned a provision for such 
a reserve. 

Special war reserves are being pro- 
vided for various purposes. Some 
are related to the uncertainties of 
war production; others have been 
made in anticipation of adjustments 
during the postwar period. Many of 
the reserves are for general wartime 
contingencies, but some are made for 
specific purposes, such as: decline 
in the value of inventories, loss on 
foreign investments, rearrangement 
of facilities during the postwar 
period, seizure of assets by the 
enemy, etc. 

The indefinite nature of provisions 
for these reserves is indicated by the 
fact that most of them are made in 
round amounts. Where provisions 
are stated in odd dollars and cents 
it would be interesting to know the 
bases used, since many of the pro- 
visions are no doubt based upon an 
estimate of the length of the war 
and the course of postwar events. A 
factor which might modify the 
amount of a given provision is the 
reduction in income and_ excess 
profits taxes which might be ob- 
tained when the actual costs and 
losses are later incurred. Determi- 
nation of the amount of such a re- 
duction, however, involves a con- 
sideration of the tax rates of future 
periods and the estimated amount of 
taxable income then expected. 


The accountant is faced with a 
difficult decision when he encoun- 


ters financial statements where no 
provision has been made for special 
war reserves. If provision has been 
made for all determinable costs and 
losses arising out of the war, is it 
necessary to qualify financial state- 
ments where the discretionary type 
of reserve has not been provided? 
Provisions of this kind are presum- 
ably a question of prudent business 
administration which more properly 
falls within the province of manage- 
ment—not that of the independent 
accountant. 


Where reserves of the type under 
consideration have been provided, 
how should they be reflected in finan- 
cial statements? In view of their 
close relation to the determination 
of income over a period of years and 
the present trend toward making 
charges against income rather than 
surplus, it would appear that the 
charge should be made in the income 
statement. While some companies 
have made provisions in cost of sales 
(with or without disclosure) and as 
other deductions from income, the 
discretionary nature of the provi- 
sion and its indefinite character lend 
substantial support to the sugges- 
tion that the provision be shown as 
a separate item, fully disclosed, 
either as the last deduction in the 
income statement, or preferably as 
a deduction from the otherwise de- 
termined income for the year. 


In very few cases thus far in the 
war have the events taken place, in 
anticipation of which special war re- 
serves have been provided. When 
that time comes, however, a decision 
will have to be made as the proper 
accounting treatment of the reserve 
and the actual expense or loss for 
which it was provided. A basic re- 
quirement, in such cases, is that ade- 
quate disclosure be made and in- 
come of the period not be distorted. 


_* Accounting Research Bulletin No. 13, entitled “Accounting for Special Reserves 
Arising out of the War,” issued in January, 1942. 
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General 


There are many other situations 
arising out of the war which have a 
serious effect on financial statements 
generally. Information ordinarily 
incorporated in such statements may 
not be obtainable, as in the case of 
companies having subsidiaries or 
operations in foreign countries. Re- 
ports on these activities may be pre- 
vented through seizure of the assets, 
and even the records, by the enemy, 
or from interrupted shipping and 
communication facilities in the war 
zones. The omission from reports 
filed with the Securities and Ex- 


change Commission of certain finan- 
cial information, which might be of 
assistance to the enemy, has been 
authorized by that body.’ 


War unquestionably influences 
financial statements as it affects all 
other activities of a nation at war. 
A helpful guide to the solution of 
wartime problems in connection 
with these statements would be to 
determine carefully the facts and 
reflect them in the statements ac- 
cording to generally accepted prin- 
ciples of accounting, giving special 
consideration to full and clear dis- 
closure. 


* Securities Act of 1933, Release No. 2781, etc., issued February 19, 1942. 
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Recent Federal Tax Decisions and Rulings 


By Mavrice Austin, C.P.A. 


N making the arrangements for 

this session on taxation, it ap- 
peared desirable to start the dis- 
cussion by a presentation of the 
major legislative, judicial and ad- 
ministrative changes which have oc- 
curred during the past vear or are 
now pending. Mr. Walter Cooper 
has just dealt in his usual able man- 
ner with the principal features of 
amendatory federal legislation now 
in the making. I shall seek to pre- 
sent the outstanding features of 
the past year’s output of judicial 
and administrative decisions and 
rulings. 

The Supreme Court has finally 
confirmed our ever-growing suspi- 
cion that the statute dealing with 
the capital stock tax means exactly 
what it says in providing that a 
corporation’s original declaration of 
value in its capital stock tax return 
cannot be amended.“ The effect of 
the decision was made particularly 
graphic in the Lerner Stores Corpora- 
tion case in which the corporation was 
held bound to a $25,000 declared 
value figure erroneously placed upon 
its return, when the figure which, 
concededly, had been intended was 
$2,500,000. Despite the obvious 
severe hardship to the corporation, 
the court held that it was without 
power to grant relief. The Lerner 
Stores Corporation case also finally 
laid to rest the claim that this tax 
and the related declared value ex- 
cess profits tax were unconstitu- 
tional. 

The Board of Tax Appeals in the 
recent Journal Company case) laid 
down a rule with respect to penalties 


for disregard of regulations which, 
if sustained, may have far-reaching 
effects. In that case the corporation 
had, in 1937, paid a dividend in the 
form of promissory notes, for which 
it claimed a dividends paid credit 
in computing its undistributed profits 
tax. In 1938 the notes were paid, 
and at the time of preparation of 
its 1938 return the corporation con- 
sidered claiming a second dividends 
paid credit, this time by reason of 
the payment of the notes, in view 
of the new provisions of the 1938 
Act, allowing as part of the divi- 
dends paid credit, payments on ac- 
count of indebtedness existing on 
December 31, 1937. The regulations 
specifically denied the right to the 
second dividends paid credit under 
these circumstances. The corpora- 
tion consulted counsel who advised 
that, in his opinion, the regulations 
were wrong and that the corpora- 
tion was entitled to the credit, and 
the return was filed accordingly. 
The Board of Tax Appeals not only 
upheld the regulations denying the 
credit to the corporation on the 
strength of its own decision, and 
the affrmance thereof by the Ninth 
Circuit in the Spokane Drygoods Co.) 
case, but also imposed the 5% pen- 
alty provided by Section 293(a) 
where “any part of any deficiency 
is due to * * * intentional disre- 
gard of rules and regulations but 
without intent to defraud.” The 
3oard held that the disregard of 
the regulations, done deliberately, 
and not by mistake or inadvertence, 
invoked the penalty, and that re- 
liance on advice of counsel was not 


Presented before the Ninth Annual Regional Conference, Saranac Lake, N. Y. on 


June 27, 1942. 


(1) Scaife Co. v. Commissioner, 62 S. Ct. 338. 
Helvering v. Lerner Stores Corp. (Md.), 62 S. Ct. 341. ' 


(2) 46 B.T.A. —, April 3, 1942. 


(3) 43 B.T.A. 793, aff'd. 125 Fed. (2d) 865. 
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a defense. The result is made the 
more interesting by the fact that 
the Fifth Circuit® has disagreed 
with the Ninth Circuit’s decision in 
the Spokane Drygoods Co. case and 
has held, in effect, that the Journal 
Company was correct in claiming 
the second dividends paid credit and 
that the regulations were wrong. 
The Board’s decision on the penalty 
question, if sustained, may seriously 
affect future procedure. It has been 
quite customary, on the fairly nu- 
merous occasions on which the regu- 
lations have set forth dubious inter- 
pretations of the Revenue Act pro- 
visions, for taxpayers not to follow 
them where advised by counsel that 
they did not correctly interpret the 
statute. Under the Journal Company 
decision such ‘procedure not only 
involves 6% interest in the event 
the advice proves to be erroneous, 
but the risk of a 5% penalty as well. 
Apparently, even a full disclosure 
in the return of the nonadherence 
to the regulations, and the reason 
therefor, will not afford protection. 
As a practical matter, a taxpayer 
faced with a regulation of doubtful 
validity will either have to follow 
the regulation and seek refund of 
the tax afterwards or, if he does not 
follow the regulation, assume the 
risk of a 5% penalty in the event 
that the regulation is sustained. It 
should be borne in mind, also, that 
even if the intentional disregard of 
regulations is responsible for only 
a minor portion of the deficiency, 
the 5% penalty nevertheless attaches 
to the entire amount of the defi- 
ciency. 

The area of nontaxable stock divi- 
dends has been continuously and 
progressively restricted by Supreme 


Court decisions in the Koshland®) and 
Gowran) cases and by subsequent 
lower court decisions, so that at the 
present moment the only type of stock 
dividend as to which there seems rea- 
sonable assurance of nontaxability un- 
der the old decision in Eisner v. 
Macomber is a stock dividend paid 
by a corporation having only one class 
of stock—common—outstanding, pay- 
able in identically the same kind of 
stock. The Bureau of Internal Rev- 
enue now seems bent upon obtaining 
a Supreme Court repudiation of the 
Eisner v. Macomber decision, which 
would result in taxing all stock divi- 
dends. The Treasury Department has 
made no secret of this objective; in 
fact, in the recent decision in Bass v. 
Commissioner®) the court said: “We 
are told that the government plans to 
ask the Supreme Court to overrule 
Eisner v. Macomber 252 U. S. 189.” 

This issue will undoubtedly reach 
the Supreme Court soon. In the 
meantime, the Supreme Court has 
under advisement the question of 
whether a dividend paid in voting 
common stock to the holders of both 
non-voting and voting common stock 
is taxable, as well as the question 
of whether a dividend paid in pre- 
ferred stock is taxable where the 
only theretofore outstanding stock 
was common stock, all held by one 
individual.) In the Bruckheimer 
case, the Treasury Department 
was unsuccessful in its attempt to 
tax a stock dividend paid in treas- 
ury stock on the theory that such 
dividend was a distribution of assets 
(treasury stock) held by the corpo- 
ration. Many practitioners have for 
some time felt it desirable to avoid 
stock dividends of any nature what- 


(4) Sabine Transportation Company, Inc. v. Commissioner, — Fed. (2d) — June 30, 1942. 


(5) Koshland vy. Helvering, 56 S. Ct. 767. 


(6) Helvering v. Gowran, 58 S. Ct. 154. 
(7) 252 U. S. 189. 


(8) — Fed (2d) —, C.C.A. 1, June 24, 1942. 


(8a) Helvering v. Sprouse, Strassburger v. Commissioner; certiorari in both cases 


granted May 11, 1942. 
(9) 46 B.T.A. —, February 3, 1942. 
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soever, pending a final Supreme 
Court determination. 

The Supreme Court dealt this 
year with a series of corporate reor- 
ganization cases,?°) the common 
factor in which was that the reor- 
ganization was incidental to bank- 
ruptcy or other insolvency proceed- 
ings in which the equity of the 
original stockholders was wiped out 
so that they received no stock or 
securities in the reorganized com- 
pany in exchange for their holdings. 
The primary question in each case 
was whether, because of the wiping 
out of the stockholders’ equity, there 
was such a continuity of interest 
as to bring the transactions within 
the scope of the statutory reorgani- 
zation provisions. An_ incidental 
question was whether the conclu- 
sion was affected by the fact that 
the transactions were consummated 
through the medium of bankruptcy 
sale of the original corporation’s 
property, purchase of said proper- 
ties by the bondholders’ committee 
and transfer thereof to the new cor- 
poration, rather than by direct ex- 
change of the bankrupt’s properties 
for the new securities. 

With respect to the second ques- 
tion, the court treated the individual 
steps as mere mechanics in effect- 
ing the major objective, namely, 
the transfer of the original corpo- 
ration’s properties to the new con- 
pany. With respect to the first ques- 
tion, the court held that in any case 
where a corporation is in fact in- 
solvent and bankruptcy or other 
insolvency proceedings are com- 
menced, the only remaining equity 
is that of the creditors who, from 
that point on, supersede the stock- 
holders as the ultimate equity owners 
of the corporation’s property, and 
if such creditors are represented in 


the new company by a substantial 
stock interest therein, there is a 
sufficient continuity of interest to 
satisfy the underlying purpose of 
the reorganization statutes. So far 
as concerns the present statute, 
which assumed its present form in 
this respect in 1934, this type of 
reorganization would qualify as a 
statutory reorganization for tax pur- 
poses only if the consideration (apart 
from assumption of liabilities) given 
by the new company for the trans- 
fer of the properties, consisted solely 
of its voting stock. The issuance 
of stock purchase warrants or evi- 
dences of indebtedness is fatal. The 
court also made it clear that the 
reorganization provisions did not 
necessarily apply under such cir- 
cumstances where property which 
had been mortgaged to secure a 
mortgage bond issue of a corpora- 
tion had come into the hands of a 
new owner prior to insolvency pro- 
ceedings, and certainly did not ap- 
ply where the new owner was not 
a corporation. 

In 2 later decision”! the court 
held, in a bankruptcy reorganiza- 
tion, where the new corporation 
gave, as consideration, bonds as 
well as stock, that, although the 
transaction did not qualify as a 
reorganization under the Revenue 
Act of 1936 because of the presence 
of the said bonds, the receipt by 
the old company’s bondholders of 
the new securities might qualify as 
a tax-free exchange on the ground 
that the transaction involved a trans- 
fer of property to a controlled cor- 
poration within the meaning of Sec- 
tion 112(b)(5). To get around the 
fact that the property transferred 
to the new corporation was trans- 
ferred not by the persons who re- 
ceived the new securities but by 


(10) Helvering v. Alabama Asphaltic Limestone Co., 62 S. Ct. 540. 
Palm Springs Holding Corp. v. Commissioner, 62 S. Ct. 544. 
Marlborough Investment Co. v. Commissioner, 62 S. Ct. 537. 
Helvering v. Southwest Consolidated Corp., 62 S. Ct. 546. 

(11) Helvering v. Cement Investors, Inc., 62 S. Ct. 1125. 
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the old corporation, the court evolved 
the concept that the old company’s 
bondholders had at least an equit- 
able interest in the old corpora- 
tion’s property and that it was such 
equitable interest in the property 
which they caused to be transferred 
to the new company in exchange for 
its securities. The reasoning of the 
court somewhat resembles the stretch- 
ing of an elastic and_ specifically 
leaves unanswered, because not prop- 
erly presented to it, the question of 
whether there had been a construc- 
tive (and possibly taxable) exchange 
by the old bondholders of their bonds 
for the “equitable interest in the 
corporate property” which, the court 
said, the bondholders, through their 
committee, caused to be transferred 
to the new company for its securi- 
ties. 


With respect to a series of miscel- 
laneous matters passed upon by 
the Supreme Court: 


The Supreme Court has now com- 
pleted the story on brokers’ com- 
missions; having held several years 
ago that purchasing commissions 
paid even by a person engaged in 
the business of buying and selling 
securities (except as a real dealer) 
cannot be treated as an expense but 
must be added to the cost of the 
securities, the court now holds“) 
that selling commissions, even when 
paid by a person engaged in securi- 
ties trading business (except, of 
course, as a real dealer) may not 
be deducted as a business expense 
but must be applied to reduce the 
proceeds of sale. Lobbying expen- 
ditures are held not deductible as 
business expenses on grounds of 
general public policy.“ 

The date of acquisition of prop- 
erty inherited by a contingent re- 


mainderman is held“ to be the 
date of the decedent’s death within 
the meaning of Section 113(a)(5) 
which fixes the basis of property ac- 
quired by inheritance as its fair 
market value “at the time of such 
acquisition,” the result being to fix 
the basis of all inherited property 
as the value thereof at the date of 
decedent’s death regardless of whether 
the inheritance be vested or contin- 
gent. This disposes of the hereto- 
fore existing question of whether 
the earlier decisions holding the date 
of acquisition of inherited property 
generally to be the date of dece- 
dent’s death applied to a contingent 
or conditional inheritance, or whether 
acquisition by the inheritor in such 
case occurred at the subsequent date 
on which occurred the condition 
precedent to the vesting of such in- 
heritance. In the Wilmington Trust 
Co.“ case the court held that where 
an individual has both long and 
short accounts in the same stock 
with the same broker, the question 
of whether a sale is a short sale 
not resulting in gain or loss until 
covered, or whether it is a long sale, 
resulting in immediate realization 
of gain or loss, is in each case a 
question of fact, so that, while under 
the particular facts involved in the 
case, it was held that the sales there 
effected were long sales, it is pos- 
sible, under appropriate fact con- 
ditions, to have short sales of se- 
curities while, at the same time, 
holding identical securities with the 
same broker. In the Credit Alliance 
Corporation’® case the court ruled 
that upon a tax-free liquidation of 
a subsidiary corporation under Sec- 
tion 112(b)(6), the liquidating com- 
pany was entitled to a dividends paid 
credit in computing its undistributed 
profits tax to the extent that the 


(12) Spreckels vy. Commissioner, 62 S. Ct. 777. 
(13) Textile Mills Securities Corp. v. Commission, 62 S. Ct. 272. 


(14) Helvering v. Reynolds, 61 S. Ct. 971. 


(15) Wilmington Trust Co. v. Helvering, 62 S. Ct. 984. 
(16) Helvering v. Credit Alliance Corp., 62 S. Ct. 989. 
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liquidating distribution was charge- 
able to accumulated earnings and 
profits, even though the distribu- 
tion was not taxable in the hands 
of the recipient parent corporation. 
This holding invalidates the Bureau’s 
regulations, which were to contrary 
effect, and which further provided 
that a dividends paid credit might 
be obtained through a subsequent 
dividend by the parent corporation 
specifically earmarked as a distribu- 
tion of the earnings of the liquidated 
subsidiary. This invalidation of an 
important provision of the Regula- 
tions sheds an interesting light on 
the earlier discussion of the Board 
of Tax Appeals decision in the 
Journal Company case. 

Some interesting points were covered 
by other court decisions and adminis- 
trative rulings: In the Boston Con- 
solidated Gas Company case“”) the 
Circuit Court of Appeals for the 
First Circuit held that a net loss 
from embezzlement, which had oc- 
curred over a period of years prior 
to discovery, was deductible in the 
year in which the embezzlement was 
discovered and the extent of the 
loss determined. This is directly 
contrary to long standing Bureau 
practice and is opposed to most of 
the other rulings and decisions on 
the same subject, which have con- 
sistently required that embezzle- 
ment losses be deducted only in the 
year the embezzlement occurred. 
The court referred to the general 
rule that losses are deductible only 
in the year sustained and then went 
on to refer to the Supreme Court’s 
language in Lucas v. American Code 
Co. 

“The general requirement that 
losses be deducted in the year in 
which they are sustained calls for 
a practical, not a legal test.” The 
court said that Congress had not 


intended that the general rule be 
applied inelastically and rigidly in 
all situations and that, while in most 
cases, the general rule of time of 
loss deduction could be applied 
through filing amended returns at 
time of discovery of the embezzle- 
ment, in the instant case, because 
of the very large amount of the 
loss and the taxpayer’s inability to 
allocate the loss to the years in 
which the embezzlement actually 
occurred, the situation should be re- 
garded as so extraordinary that the 
general rule of the time of loss de- 
duction should not be followed; and 
that, as a matter of rational and 
practical application of the tax laws, 
the net loss in this case should be 
allowed in the year of discovery 
and determination of the amount of 
loss. By way of caution, however, 
it must be reiterated that this de- 
cision is out of line with virtually 
all the other decisions on the subject. 

The Bureau has now reversed its 
stand on the effect of the receipt 
of a voluntary conveyance of prop- 
erty in satisfaction of a debt at less 
than full amount.“®) Till now the 
Bureau has held that such a trans- 
action was an exchange of the debt 
for the property, resulting in capi- 
tal loss; the Bureau now recognizes 
that no exchange is involved, that 
the situation is no different than a 
cash settlement, and that the loss 
is a bad debt loss. Correspondingly, 
the Bureau has amended its regula- 
tions on losses to the holder of a 
mortgage upon foreclosure thereof, 
in other than installment sale cases.“% 
Till now the Bureau has held that, 
to the extent that property bid in 
at foreclosure was applied in satis- 
faction of the mortgage, an exchange 
of a portion of the mortgage for the 
property had occurred, resulting in 
capital gain or loss, and the unsatis- 


(17) — Fed. (2d) —, C.C.A.-1, May 29, 1942. 
(7a) 50 S. Ct. 202. 

(18) T. T. 3548, 1942—18—11076 (p. 2). 
(19) T, D. 5113, I. R. B., 1942—5, 2. 


1942 


4 
= 
i 
509 


The New York Certified Public Accountant 


fied portion of the mortgage, if not 
collectible, was a bad debt. The 
amended regulations now provide 
that the entire difference between 
the basis of the mortgage and the 
fair market value of the property bid 
in is a bad debt, assuming that no 
other means of collection exist. 

In its recent decision in the Gordon 
case,@ the Board of Tax Appeals 
holds that it is possible to have a 
deductible loss result from the com- 
plete loss in value of real estate, 
even in the absence of an overt act 
of sale, abandonment or disposition. 

We still have with us the peren- 
nial thorny question of differences 
between net income in the account- 
ing sense and net income as the 
courts construe it. The three prin- 
cipal accounting variations are those 
dealing with accrual dates of taxes, 
the treatment of prepaid income, and 
the treatment of reserves. In the 
tax accrual cases the courts, relying 
upon certain language in U. S. Vv. 
Anderson,®) have held that taxes are 
allowable as deductions on the ac- 
crual basis on the “liability fixing” 
date, i.e., when all facts exist which 
fix the liability to pay the tax and 
the amount thereof, and have gen- 
erally declined to follow the uni- 
versally accepted accounting prac- 
tice of spreading tax deductions 
over the period to which applicable. 
In the case of property taxes, vary- 
ing standards by which to fix the 
accrual date have been set up. The 
Bureau has generally adhered to 
the so-called ownership date, that is, 
the date upon which the taxable 
status of the property is determined 
and the person liable to the tax is 
fixed by reason of his ownership of 
the property on that date. Some of 
the courts have held that accrual 
occurs on the later date upon which 


(20) 46 B. T. A. —, May 20, 1942. 
(21) 46 S. Ct. 131. 
(22) 111 Fed. (2d) 267. 


(23) — Fed (2d) —, C.C.A. 5, April 6, 


(24) 62 S. Ct. 1162. 
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the amount of the tax is ascertained; 
still other courts have held that 
the accrual date occurs when the 
tax has been ascertained and all 
acts have occurred which authorize 
collection of the tax; still other 
courts hold that the accrual date 
occurs when the tax becomes a lien 
upon the property. All of these 
cases seem to overlook the thought 
that while the taxes in question 
may accrue, in the liability sense, 
on a fixed date, accrual in that sense 
is, under the accrual method of ac- 
counting, really nothing more than 
the equivalent of payment and it 
does not necessarily follow that 
proper accounting may not permit 
or require deferment or spreading 
of the item over the proper account- 
ing period, so as clearly to reflect 
income. 

Several decisions, particularly those 
in the Carondelet Building Co.@?) and 
Citizens Hotel Co.) cases in the Fifth 
Circuit, voiced approval of the spread- 
ing or deferment process, as clearly 
reflecting income, where that method 
of accounting was regularly emploved 
by the taxpayer. Tendencies in this 
direction had also appeared in sev- 
eral court decisions dealing with 
the apportionment of property taxes 
between vendor and vendee upon a 
sale of property after the technical 
accrual date, but before the expira- 
tion of the year to which the taxes 
were applicable. The proponents of 
the recognized accounting method 
of spreading or deferring tax deduc- 
tions received a rude shock, however, 
in the Supreme Court’s decision in 
Magruder v. Supplee,?® in which the 
court held that, regardless of any 
local law or custom or private agree- 
ment as to apportionment of taxes, 
the purchaser of real property after 
the date upon which the property tax 
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has either become a lien on the prop- 
erty or a personal liability of the 
vendor, may not deduct any part of 
said tax when paid, on the theory 
that said tax was imposed upon the 
vendor, was a liability against the 
property when purchased, and its as- 
sumption by the purchaser was merely 
an addition to his cost, and, gener- 
ally, that a tax can be deducted only 
by the person on whom imposed. 
While the decision does not, in 
terms, cover cases in which the local 
law does not make the owner person- 
ally liable for the property tax, the 
implication is that the decision will 
cover such a case as well. While the 
opinion of the court does not neces- 
sarily preclude the spreading or de- 
ferment method of deducting prop- 
erty taxes rather than the technical 
accrual date method, where no sale 
of the property occurs, it builds even 
higher the judicial hurdle which the 
spreading or deferment method must 
leap. This appears particularly from 
the statement in the Court’s opinion: 


“And it is misleading to speak of 
real estate taxes as ‘applicable’ to the 
fractional part of a tax period follow- 
ing purchase. Such taxes are simply 
one form of raising revenue for the 
support of government. They are 
not like rent, nor are they paid for 
the privilege of occupying property 
for any given period of time.” 


In the prepaid income cases, the 
Board and the courts have thus far 
uniformly held that, even on the ac- 
crual basis, prepaid income must be 
reported as taxable income in the 
year received, even though there is 
a continuing obligation on the re- 
cipient to render services or incur 
expenditures, and even though, upon 
failure of performance, the recipient 
might be obligated to refund the pre- 
These decisions are all 


(25) 286 U. S. 417. 
(26) 291 U. S. 193. 


based upon language contained in 
the Supreme Court’s opinions in 
North American Oil Consolidated v. 
and Brown v. Helvering?®) 
to the effect that earnings received 
under a claim of right and without 
restriction as to disposition, are tax- 
able as income even though it may 
later be held that the recipient is 
liable to return the money. While, in 
my opinion, deferment of prepaid in- 
come on the accrual basis is not only 
not precluded by these decisions but 
is, in effect, authorized by other Su- 
preme Court decisions, the fact is 
that up to the present time the 
Bureau, the Board of Tax Appeals 
and all of the courts which have 
passed upon the question have held 
that prepaid income is taxable in the 
year of receipt, even on the accrual 
basis. Even in cases where arrange- 
ments for prepayment of rent are 
made for the purpose of enabling the 
landlord to pay brokers’ commis- 
sions, or make improvements on the 
property, the holding has been that 
the prepaid rent must be reported as 
income, while the expenditure must 
be amortized over the life of the 
lease or the property, as the case 
may be. Situations have developed 
in which tenants’ loans to landlords 
have been described by the drafting 
attorneys in the lease as prepaid rent 
as a means of affording technical 
legal protection to the landlord. 
While, on occasion, the taxpayer is 
successful in establishing the true 
nature of the transaction despite the 
use of “prepaid rent” language in the 
lease,(2°) the tax risks involved in 
using such language are obvious. 
Such risks were serious enough in 
the years of the undistributed profits 
tax; they are made all the more seri- 
ous in these days of 90% excess profits 
taxes. 


(26a) Atlantic Refrigerating Co., B. T. A. memo op., June 27, 1942, Clinton Hotel Realty 
Corporation v. Commissioner, — Fed. (2d) —, C.C.A. 5, June 27, 1942. 
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The third respect in which tax ac- 
counting differs from generally rec- 
ognized accounting is the deducti- 
bility of contingent reserves. The 
Supreme Court has held that reserves 
for contingent liabilities are not de- 
ductible; ‘°7) that deductions must 
be based, even on the accrual basis, 
upon liabilities determined by facts 
in existence at the end of the taxable 
year. The subject has become of 
vital present importance because of 
wartime conditions. This has been 
recognized by the increased interest 
in the LIFO method of inventory- 
ing by the greater use of reserves 
for post-war losses and the growing 


volume of literature on the subject, 
and by the fact that the Treasury 
recommended to the Ways and 
Means Committee, and the latter 
originally approved, a provision for 
deduction of inventory reserves 
against price rises subsequent to 
1940, to be measured by changes in 
price indexes. Unfortunately, the 
inventory reserve provision has been 
omitted from the House bill. It is 
to be hoped that it will be restored 
during the legislative process. 

The foregoing covers the major 
items of judicial and administrative 
output during the past year. It may 
be expected that the coming year 
will be as full. 


(27) Brown v. Helvering, supra, Lucas vy. American Code Co., supra. 
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RECENT PUBLICATIONS 


INTRODUCTORY ACCOUNTING 
By Donald Kennedy, Ph.D. 
George R. Esterly, M.B.A. 
William J. von Minden, M.CS., 
CPA. 
Ronald Press, New York, 1942 
702 pages, $4.50 
This text is a result of the authors’ 
belief that a somewhat new ap- 
proach to the teaching of introduc- 
tory college accounting is desirable. 
For a standard year’s course in in- 
troductory accounting the chapters 
are designed to be studied in se- 
quence. The problems have been 
designed not to be too long nor to 
require calculations that are merely 
routine, and all problems have been 
actually worked by first-year stu- 
dents. The authors are on the staff 
of the accounting department at the 
University of Newark. 


New York Laws 
Affecting Business Corporations 
(Annotated) 
United States Corporation Co., 1942 
611 pages, $2.00 
This is the twenty-third edition 
of this work, revised to May 24, 
1942, and includes twenty-two sepa- 
rate changes in pertinent sections of 
the Tax Law, emanating from the 
1942 session of the New York State 
Legislature. Besides the statutes, it 
includes liberal annotations of judi- 
cial decisions in the form of ab- 
stracts, in the court’s exact language, 
with numerous citations of support- 
ing cases. 


C.P.A. Law QuEstIons AND ANSWERS 
(1935-1941) 
By John C. Teevan, LL.B., LL.M. 
Ronald Press, New York, 1942 
273 pages, $4.00 
This is the third volume of C.P.A. 


1942 


Law questions and answers prepared 
by the author. It includes the ex- 
aminations from November, 1935, to 
and including November, 1941. The 
two previous volumes covered the 
periods from June, 1917, to May, 
1925, and from November, 1925, to 
May, 1935, respectively. In all three 
volumes the questions are those pre- 
pared by the Board of Examiners of 
the American Institute of Account- 
ants, and used by many states as 
their examination questions in com- 
mercial law in their C.P.A. exam- 
inations. 


Cost ACCOUNTING FOR WAR 

PRODUCTION 
By W. B. Lawrence, C.P.A. 
Prentice-Hall, New York, 1942 
350 pages, $4.65 

The aim of this text is to give the 
executive, as well as the accountant, 
a quick mastery of essential cost 
principles and procedures. The first 
two chapters deal with the funda- 
mentals upon which cost accounting 
is built. Eight chapters deal with 
essentials of specific order, or job 
order, cost accounting. Two chap- 
ters deal with closing entries and 
the preparation of analytical finan- 
cial statements. These are followed 
by two chapters on continuous proc- 
ess cost accounting, including the 
problems of beginning and ending 
inventories of unfinished work. The 
two final chapters discuss the use of 
standard costs for managerial con- 
trol purposes and the incorporation 
of standard costs in the accounts. 
The appendix is a reprint of Treas- 
ury Decision 5000 which, in the opin- 
ion of experts, gives the student the 
best general understanding of gov- 
ernmental attitudes on the various 
subjects of costs and cost accounting. 
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Belching factory chimneys testify America 
is producing war goods faster than ever 
before. Increasing use of McBee Keysort, 
world’s fastest card sorting system, is proof 
industry is getting operating reports 
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sand — it’s all the same with Keysort. No 
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